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The in fo rm a tio n  con ta ined in th is report has been prepared fro m  sources considered re liable, bu t its accuracy is no t guaranteed by us 
and is N OT necessarily a com plete  sum m ary o f all available m aterials on the subject. O pin ions expressed herein do no t necessarily re flect 
In s titu te  p o lic y . R eproduction  o f these materials w ith o u t p r io r approval o f the A IC P A  is p ro h ib ite d .
1TREASURY, DEPARTMENT OF
F in al regulation s governing the required use o f  f i l i n g  ta x  returns on magnetic media
have been r e le a s e d  by th e  IRS (see  th e  5/21/87 Fed. Reg. , pp. 19136-37). The IRS
noted t h a t  person s re q u ire d  to  f i l e  c e r t a in  form s fo r  th e  purpose o f  making a 
re tu rn  m ust p ro v id e  th e  in fo rm a tio n  re q u ire d  by such form  on m agnetic media, 
unless the person i s  a low-volume f i l e r  w ith  respect to  the return, or the person 
i s  gran ted  a w a iv e r  w ith  r e s p e c t  to  th e re tu rn  b y th e  IRS. The IRS noted th a t  
f a i l u r e  to  f i l e  a re tu rn  on m agnetic media when re q u ire d  t o  do so by th e  
r e g u la t io n s  i s  t r e a te d  as a f a i l u r e  to  f i l e  th e  re tu rn  and may r e s u l t  in  th e  
im p o sitio n  o f  a f a i l u r e  to  f i l e  p e n a lty . The r e g u la t io n s  are  e f f e c t i v e  as o f  
5/21/87 and apply to  returns f i le d  fo r a calendar year beginning a fte r  12/31/86.
A ggressive ex p lo ita tio n  o f  tax  loopholes opened in  the 1960s, and a s h i f t  "from
professionalism  to  gimmickry to  abusiveness" have resu lted  in  "a more ad versaria l
relation sh ip " between taxpayer and ta x  a d m in is tr a to r , a cco rd in g  to  IRS
Commissioner Lawrence Gibbs. Speaking before the American C ollege o f  Tax Counsel 
on 5/15/87, he s a id  th a t  no lo n g er cou ld  th e  agency t r u s t  "adherence to  b a s ic  
e th ic a l standards" and, as a re s u lt, "we lowered our expectations o f  taxpayers and 
p r a c t it io n e r s ."  S e v e ra l new i n i t i a t i v e s  a re  h e lp in g  to  "b rin g  th e  system  back 
in to  b e tte r  balance," according to  Commissioner Gibbs. Based on a concern about a 
d eclin e in  profession al behavior, he said, the American Bar A ssociation  and the 
AICPA undertook a r e w r ite  o f  t h e i r  ta x  p r a c t ic e  stan d ard s. In a d d itio n , 
Com m issioner Gibbs t o ld  th e  group, th e  IRS i s  in  th e  p ro ce ss  o f  r e w r it in g  
standards o f  conduct fo r those who p ra ctice  before i t .  "The message i s  c le a r ,"  he 
s a id , " ta x  a d v is o rs  a re  b e in g  asked to  make accom m odations, to  se rv e  both  th e  
system and th e ir  c lie n ts ."  But the IRS does not b e lie v e  in  leaving to  others a l l  
th e  a d ju s t in g  and change; Com m issioner Gibbs commented, "We to o  have begun to  
change." According to  the Commissioner, the IRS has taken steps to  "ca p ita lize  on 
the opportunity o f  ta x  reform, to  focus on the a ttitu d e s  and behavior o f serv ice  
employees" so as to  emphasize "quality , customer serv ice  and p rofession al eth ics" 
in  the agency's programs. More than 50 " s tra te g ic  p ro jects" have been designed to  
accom p lish  t h is  m issio n , he s a id , c o v e rin g  th e  " f u l l  gamut o f  our work as ta x  
adm inistrators." And in  a d d itio n , s e v e r a l  s t r a t e g i c  i n i t i a t i v e s  fo cu sin g  more 
d ir e c t ly  on the "q u ality  serv ice  commitment" have rece n tly  been added, he said , 
including the p ublication  o f a revised  code o f  conduct. The code, Commissioner 
Gibbs noted, " is  an in d ication  o f  our organization 's commitment to  profession al 
p r in c ip le s ."
SPECIAL: TREADWAY COMMISSION'S  RECOMMENDATIONS  FOR THE PUBLIC COMPANY
Recommendations about how the public company can help  prevent and d etect fraudulent
fin a n c ia l reporting were made by the National Commission on Fraudulent F inancial
Reporting which encompass s ix  areas. In i t s  Exposure D raft released la s t  month 
(see the 5/1/87 Wash. Rpt.) the Commission made 20 recommendations regarding the 
fo llo w in g  a re a s : 1) The Tone a t  th e  Top; 2) In te r n a l A ccounting and A ud it 
Functions; 3) The Audit Committee; 4) Management and Audit Committee Reports; 5) 
Seeking a Second Opinion; and, 6) Quarterly Reporting.
Among the 20 s p e c if ic  recommendations are the follow ing: 1) Public companies 
should id e n t i f y  fa c to r s  th a t  cou ld  lea d  t o  frau d  and should m ain tain  in te r n a l 
con trols th at are adequate to  prevent and d etect fraudulent fin a n c ia l reporting; 
2) Public companies should maintain accounting functions th at can e f fe c t iv e ly  meet 
t h e i r  f in a n c ia l  re p o rtin g  o b lig a t io n s ;  3) P u b lic  com panies should ensure th a t  
t h e i r  in te r n a l  a u d it  fu n c tio n s  a re  o b je c t iv e ;  4) Management and th e a u d it  
committee should ensure th at the in tern al auditors' involvement in  the audit o f 
the e n tire  fin a n c ia l reporting p ro ce ss  i s  a p p ro p ria te  and p ro p e r ly  coo rd in ated  
w ith  th e  independent p u b lic  accou n tan t; 5) The board o f  d ir e c t o r s  o f  a l l  p u b lic  
companies should be required by SEC ru le  to  e sta b lish  audit committees comprised 
s o le ly  o f  independent d irecto rs; 6) The audit committee should review management's
2e v a lu a tio n  o f  fa c to r s  r e la te d  to  th e  independence o f  th e  company's p u b lic  
accou n tan t. Both th e  a u d it  com m ittee and management should a s s i s t  th e  p u b lic  
accountant in  preserving h is  independence; 7) The audit committee should approve 
in  advance th e  ty p e s  and th e  e x te n t o f  management a d v is o ry  s e r v ic e s  th a t  
management plans to  engage the company's independent p ublic accountant to  perform; 
8) P u b lic  com panies' annual re p o rts  should in c lu d e  management r e p o r ts  w hich 
acknowledge management's re s p o n s ib ility  fo r the fin a n c ia l statem ents and in tern al 
controls; 9) Management should advise the audit committee when i t  seeks a  second 
op in ion  on a s i g n i f ic a n t  acco u n tin g  is s u e ; 10) When a p u b lic  company changes 
independent p u b lic  accou n tan ts, i t  should be re q u ire d  b y  SEC r u le  t o  d is c lo s e  
p u b lic ly  the nature o f  any m aterial accounting or auditing issues discussed w ith  
i t s  o ld  and new a u d ito rs  d u rin g th e  th r e e -y e a r  p e rio d  p reced in g  th e  change; and 
11) Audit committees should increase th e ir  oversigh t o f  the q u arterly  reporting 
p rocess.
C opies o f  th e  Exposure D ra ft are  a v a i la b le  from th e  Order Department o f  th e 
AICPA (Publication Number G00485) a t  800/334-6961 in  the U.S., 800/248-0445 in  New 
York S tate  and 212/575-6425 outside the U.S.. Succeeding issu es o f  the Washington 
R eport w i l l  d e t a i l  th e recom m endations o f  th e  Commission fo r  th e  SEC and o th e r  
regulatory agencies and fo r  education. Comments on the Exposure D raft are due by 
6/30/87 and should be se n t to  th e  Commission a t  1701 P en n sylvan ia  Avenue, N.W., 
Washington, D.C. 20006.
SPECIAL: SECOND TAX REEORM "BLU E  BOOK" ISSUED
A second 1986 Tax Reform A ct "blue book" was issued 5/15/87 by the s t a f f  o f  the Joint 
Committee on Taxation (JCT). The "Explanation o f  Technical Corrections to  the Tax 
Reform A ct o f  1984 and Other Recent Tax L e g is la t io n "  (JC S -11-8 7), e x p la in s  th e  
portions o f  the 1986 Tax Reform Act th at makes tech n ical correction s to  the 1984 
Tax Reform Act. I t  fo llo w s p ublication  o f  the JCT's "General Explanation o f  the 
Tax Reform A ct o f  1986" which was is s u e d  5/8/87 (see  th e  5/11/8 7 Wash. Rpt.). 
C opies o f  th e  second "b lue book" may be o b ta in ed  fo r  $6.50 by c o n ta c tin g  th e  GPO 
at 202/275-3030 and requesting ja ck et number 725-02.
SPECIAL: REVIEW OF  SMALL AGENCY AUDIT AND INVESTIGATIVE CAPABIL ITIES
A ction should be taken to  e sta b lish  the organ ization al independence o f  an in tern al
aud it and in v estig atio n  function in  regulatory and other agencies which have a
budget a u th o r ity  o f  $100 m il l io n  o r more, e i t h e r  b y  amending th e  In sp e ctio n  
General Act or by enacting other le g is la t io n , according to  a report issued by the 
President's Council on In te g rity  and E ffic ie n c y  (PCIE) and presented to  the Senate 
Governmental A ffa ir s  Committee. In addition, PCIE Inspection and Special Reviews 
Committee Chairman Sherman Funk to ld  the Committee 5/12/87 th a t those agencies 
w ith  budget a u th o r ity  o f  le s s  than $100 m il l io n  should be p rovid ed  a u d it  and 
in v e s t ig a t iv e  coverage by h avin g  d e sig n a ted , from  e x is t in g  s ta t u t o r y  IG 's, a 
co g n iza n t IG w hich would p ro v id e  reim b u rsab le  support on th e  b a s is  o f  a form al 
Memorandum o f Understanding. The PCIE's report was requested la s t  year by then- 
Committee Chairman Senator W illiam  Roth (R-DE), who s p e c if ic a l ly  asked the PCIE to  
determ ine what a c t io n s , i f  any, were needed t o  stren g th en  agency a u d it  and 
in v e s t ig a t iv e  program s. A ccordin g to  th e  re p o rt, a t o t a l  o f  63 s m a ll a g e n c ie s  
were id e n t i f ie d ,  o f  which 41 had no a u d it  o r  in v e s t ig a t iv e  s t a f f  and 22 had an 
a u d it  o r in v e s t ig a t iv e  s t a f f  o f  few er than 10 p r o fe s s io n a ls .  Mr. Funk, who i s  
a lso  Inspector General o f  the Commerce Department, to ld  the Committee th at o f  the 
41 agencies without in tern al a u d it/ in v estig a tiv e  u n its, the PCIE determined th a t 
"th e  m a jo r ity  d id  not o b ta in  adequate a u d it  coverage from e x te r n a l so u rce s ,"  
despite the requirements o f  OMB C ircu lar A-73. But contracting w ith  CPA firm s for 
audit work may be inappropriate, the report noted, because i t  would not provide 
"independent s tr u c tu r e  fo r  re p o rtin g  w a ste , frau d  and abuse" and some sm a ll 
a g e n c ie s  may la c k  th e "know-how" to  e x e r c is e  management c o n tr o l o ver t h e i r  CPA
3c o n tr a c ts . The re v ie w  o f  22 a g e n c ie s  w ith  a u d it  u n its , th e  PCIE r e p o rt  s ta te d , 
id e n tifie d  severa l d e fic ie n c ie s  th at could lead to  a "lack o f  reasonable assurance 
t h a t  agency program s and o p e ra tio n s  a re  c a r r ie d  o u t p r o p e r ly  and e f f e c t i v e l y . "  
A u d it coverage was " lim ite d " , in v e s t ig a t iv e  a c t i v i t i e s  "m inim al", and the 
permanent status o f  a u d it/ in v estig a tiv e  groups "uncertain," the report found. The 
PCIE concluded th a t sm all agency audit coverage has played an " in e ffe c t iv e  role" 
in  ensuring th a t p ublic d o lla rs  have been w e ll spent.
SPECIAL: H OUSE WAYS AND MEANS CO M MITTEE SCHEDULES HEARINGS ON UNRELATED BUSINESS INCOME TAX
Hearings to  review  the tax  treatm ent o f  commercial and other income-producing
a c t iv i t ie s  o f  ta x  exempt organizations under section  501 o f  the In tern al Revenue
Code have been sched uled  fo r  th e  week o f  6/22/87 by th e House Ways and Means
Subcommittee on Oversight. The hearing's scope was outlined by the Subcommittee 
in  September, 1986 (see the 9/22/86 Wash. Rpt.), and according to  a 5/14/87 press 
re le a se , remains unchanged. In announcing the hearings, Subcommittee Chairman 
J. J. P ickle  (D-TX) said, "There has been no comprehensive review  o f  the unrelated 
business income ta x  ru les since 1969. There are many unanswered questions about 
the scope and nature o f  ta x  exempt organizations' income-producing a c t iv i t ie s ,  the 
adm inistration o f  the unrelated business income tax  by the IRS and the courts, and 
th e  e x te n t o f  com pliance w ith  th e  law ." The h e a rin g s  w i l l  be h e ld  in  1100 
Longworth House O f f ic e  B u ild in g  and a re  scheduled to  b e g in  a t  9:30 a.m. each 
morning. For further inform ation contact the House Ways and Means Committee a t  
202/225-5522.
For further information contact Shirley Tw ill man or Joseph P etito  a t  202/737-6600.
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